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FIN510 – Aspects of Corporate Finance 
DURATION 
 
Reading Time: 10 minutes 
Writing Time: 180 minutes 
 
INSTRUCTIONS TO CANDIDATES 
 
Total Marks: 60 
This exam has two sections – Section A (20 marks) and Section B (40 marks).  
 
Section A consists of 20 multiple choice questions each worth 1 mark. You have to attempt all of them. Write your 
answers in the Multiple Choice Answer Sheet provided.   
(Suggested time allocation: 60 minutes) 
 
Section B consists of 5 short answer questions each worth 10 marks. Attempt any FOUR (4) questions. (Suggested 
time allocation: 120 minutes) 
Relax, concentrate and think your answers through. GOOD LUCK. 
 
EXAM CONDITIONS 
You may begin writing from the commencement of the examination session.  The reading time indicated above is 
provided as a guide only. 
This is a RESTRICTED OPEN BOOK examination 
Any non-programmable calculator is permitted 
No handwritten notes are permitted 
Hard copy, unannotated English translation dictionary only 
 
ADDITIONAL AUTHORISED MATERIALS EXAMINATION MATERIALS TO BE SUPPLIED 
 




1 x 20 Page Book 
1 x 5-Multiple Choice Answer Sheet 
1 x Scrap Paper 
Formula Sheet/s 
Family Name  
Given Name/s  
Student Number       
Teaching Period Semester 1, 2019 
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Section A: Multiple Choice Questions 
Total Marks for this section: 20 marks (Each question is worth 1 mark) 
Suggested Time allocation for Section A:  60 minutes 
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Section B 
Short Answer Questions 
Total Marks for this section:  40 
This section consists of 5 questions each worth 10 marks. Attempt any FOUR of them. 
Marks for each question are indicated.   
Suggested Time allocation for Section B:  120 minutes 
 
This section should be answered in the Answer Booklet provided. 
 
Question 1 (Total Marks: 10) 
Dillon Inc., an American company, is contemplating offering a new $100 million bond issue to replace an 
outstanding $100 million bond issue. The company wishes to take advantage of the decline in interest 
rates that has occurred since the initial bond issuance. The old and new bonds are described in what 
follows. The company is in the 30% tax bracket. The company expects to pay overlapping interest for 
three months. 
Old bonds: The outstanding bonds have a $1,000 face value and an 8% coupon interest rate. They were 
issued five years ago with a 20-year maturity. They were initially sold at their par value of $1000, and the 
company incurred $450,000 in floatation costs. They are callable at $1,080. 
New bonds: The new bonds would have a $1,000 face value, a 6% coupon interest rate, and a 15-year 
maturity. They could be sold at their face value. The flotation cost of the new bonds would be $500,000.  
(i) Determine the total initial investment that is required to recall the old bonds and issue the new bonds.  
(Marks : 4) 
 
(ii) Calculate the annual cash flow savings, if any, that are expected from the proposed bond-refunding 
decision.  
(Marks : 4) 
 
(iii) If the company has a 4.2% after-tax cost of debt, find the net present value (NPV) of the bond-
refunding decision. Would you recommend the proposed refunding? Explain your answer.    
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Question 2 (Total Marks: 10) 
Part A   
Suppose the expected return on the market portfolio equals 12%.  The current risk-free rate is 4%. The 
following table provides information regarding current and next year’s forecast of share price for four 
companies. None of these companies are expected to pay any dividends. The last column of the table 
gives you the value of “Beta” of each company.      
 
(i) What does the “Beta” of each company signify?        
(Marks: 1) 
(ii) Based on the Capital Asset Pricing Model (CAPM) rate each of the company’s share as overpriced, 
under-priced or fairly priced. Explain the reasoning behind your rating.  
(Marks: 4) 
Part B  
Kevin has $10,000 to invest. He is considering investing in two companies: “Fisher & Paykel” and “Star 
Bank”. Based on past research Kevin knows that the returns of these companies are uncorrelated. The 
current market price of each share and Kevin’s assessment of the expected return and risk for each share 
are provided below: 
 
(i) Kevin decides to purchase 100 shares of Fisher & Paykel and 200 shares of Star Bank. Can Kevin 
construct this portfolio with the amount of money he has to invest? What is the expected return on this 
portfolio? 
(Marks: 2) 
(ii) Briefly explain the concept of short selling? 
(Marks: 1) 
 
(iii) Using a short selling strategy, construct a portfolio for Kevin so that he can get an expected return of 
22% from his investment? Is there any downside to such an investment strategy?  
(Marks: 2) 
 
Share Current price Expected price Beta
Bega Cheese $60.00 $63.00 0.8
Carsales.com $30.00 $36.00 1.6
NAB $50.00 $60.00 2.0
Woolworths $20.00 $22.00 0.6
Share Price Expected return Std. Dev.
Fisher & Paykel $60.00 15% 7%
Star Bank $20.00 5% 2%
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Question 3 (Total Marks: 10) 
Part A  
FROOGLE.com has decided to go public and issue 300,000 ordinary shares. However, the management is 
unsure of a fair offering price for the company. Before hiring an investment banker to assist in making the 
public offering, managers at Froogle have decided to make their own estimate of the value of the 
company’s ordinary shares. The company’s CFO gathered the following data for performing the valuation 
using the free cash flow valuation model. 
 
The company’s weighted average cost of capital (WACC) is 12%. It has $3,000,000 of debt at market value 
and $1,500,000 of preferred shares at its assumed market value. The estimated free cash flows over the 
next three years, 2020 to 2022 are given in the table below. Beyond 2022, to infinity, the company expects 
its free cash flow to grow by 6% annually. 
 
 
(i) Estimate the total value of FROOGLE.com by using the free cash flow approach.  
(Marks: 4) 
 
(ii) Use your finding in part (i), to estimate a fair offering price per share for ordinary shares of 
FROOGLE.com. 
(Marks: 2) 
Part B  
(i) Briefly explain the concept of operating leverage. If a company takes actions that reduce its operating 
leverage, how is it going to affect the equity beta of the company? Why? 
(Marks: 2) 
 
(ii) Explain the impact of corporate taxes and financial structure on the weighted average cost of capital 
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Question 4 (Total Marks: 10) 
Magic Production Company (MPC) is considering a recapitalisation plan that would convert MPC from its 
current all-equity capital structure to one including some financial leverage. MPC now has 6 million 
ordinary shares outstanding, which are selling for $50.00 each. Currently, MPC shareholders have a 
required return of 15%. The expected earnings before interest and taxes (EBIT) of MPC is $45,000,000 
per year for the foreseeable future. 
The recapitalisation proposal is to issue $100,000,000 worth of long-term debt at an interest rate of 7.5 
per cent and use the proceeds to repurchase as many shares as possible at a price of $50.00 per share. 
Assume there are no market frictions such as corporate or personal income taxes. 
(i) Calculate the number of shares outstanding and the debt-to-equity ratio for MPC if the proposed 
recapitalisation is adopted.  
(Marks: 2) 
(ii) Calculate the expected earnings per share (EPS) and the expected return on equity (ROE) for MPC 
shareholders under the proposed mixed debt/equity capital structure. How does it compare to the EPS 
and ROE under the current capital structure?   
(Marks: 4) 
 
(iii) Calculate the break-even level of EBIT where earnings per share for MPC shareholders are the same 
under the current and proposed capital structures.  
(Marks: 2) 
 
Please show your calculations clearly. 
 
For the next question assume Magic Production Company (MPC) is subject to a 40% corporate income tax 
rate.    
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Question 5 (Total Marks: 10) 
Part A  
Reynolds Enterprises has a $10 million capital budget and must make decisions regarding investment 
projects for the coming year. Projects 1 and 2 are mutually exclusive. Project 3 is independent of the other 
two. Suppose the cost of capital for Reynolds Enterprises is 11%.     
 
(i) Use the information on the Projects 1 and 2 (the mutually exclusive projects) to determine which of 
them should be accepted on the basis of Net Present Value (NPV). 
(Marks: 2) 
(ii) What is the Profitability Index (PI)? Which of the two mutually exclusive projects should be accepted 
based on PI? 
(Marks: 2) 
 
(iii) Suppose Project 3, the independent project also becomes available. Which projects should be 
accepted by Reynolds Enterprises? Is the better technique in this situation NPV or PI? Why? 
(Marks: 3) 
 
Please show your calculations clearly. 
 
Part B  
(i) Briefly explain the “trade-off model” of the optimal capital structure for a company. How does a 










 Project 1  Project 2  Project 3 
Initial  cash outflow -$5,000,000 -$10,000,000 -$5,000,000
Year 1 cash inflow $4,000,000 $1,000,000 $2,700,000
Year 2 cash inflow $3,000,000 $1,000,000 $2,700,000
Year 3 cash inflow $1,000,000 $14,000,000 $2,700,000
